INTHE UNITED STATESBANKRUPTCY COURT
FOR THE DISTRICT OF KANSAS

IN RE: BARBARA HODES, Case No. 98-20039-
7
Debtor.
IN RE: PHILLIP HODES, Case No. 98-20040-7
Debtor.

MEMORANDUM AND ORDER

Thismatter isbefore the Court onthe Objection To Debtors Clams of Exemptions (Doc. No. 48)
filed by judgment creditors, Lawrence S. Jenkins and Roger W. Hood, M.D. (hereinafter “Creditors’).
The only portion of that Objection awaiting resolution by this Court isthat part dedling with the cash vdue
of alifeinsurance policy that the Debtors Phillip and Barbara Hodes (hereinafter “ Debtors’), clamed as
exempt.! The parties have now submitted a Stipulation of Facts (Doc. No. 249), and the Court, after
reviewing those facts, including the exhibits, the parties briefs, and arguments of counsd, findsthet this

matter is ready for decison.

The exemption objection initialy also raised issues as to the exemption of certain jewdry, a
mink coat, to one or more other insurance policies, as well as an objection deding with retirement
funds. The parties have stipulated that dl pending objections to exemptions have been resolved, except
the one dealing with the homestead exemption, which is on apped, except asit relates to the one life
insurance policy that is the subject of this opinion.



The pivotal issue in this case is whether that portion of a term life insurance policy, which was
origindly issued well more than one year before filing bankruptcy, but whichwas converted to awhadle life
policy by payment of $30,000 within one year of bankruptcy, isexempt under K.S.A. 40-414(b)(1). The
Court findsthat the Creditors objectionto Debtors damof exemptionto Mass Mutud Whole Life Policy
No. 11537541 should be sustained.

. JURISDICTION

The Court has jurisdiction over this proceeding pursuant to 28 U.S.C. § 1334. Thisisacore
proceeding. 28 U.S.C. § 157(b)(2)(B).
[I. FINDINGS OF FACT

In 1993, Creditors commenced a avil action against Debtors seeking damages for breach of
contract arisng out of the Debtors sde of ther interest in certain corporate stock to Creditors. On
November 10, 1997, ajury returned a verdict againgt Debtors and others, and in favor of Creditors, for
$4 million, plus another $500,000 in attorney fees. Fina judgment was entered November 17, 1997.

On November 13, 1997, before the judgment was evenfind, Debtors met with an atorney who
specidizes in bankruptcy matters. Very soon thereafter, Debtors began liquidating approximately
$514,000 innonexempt securities and acquiring exempt assets with the funds. SeelnreHodes, 235B.R.
104 (Bankr. D. Kan. 1999) and Inre Hodes, 289 B.R. 5 (D. Kan. 2003) for afull description of the facts,
which are essentidly undisputed. On January 6, 1998, an involuntary bankruptcy was filed againgt these
Debtors.

On May 26, 1998, after consenting to an Order of Relief being entered, Debtors sgned their

bankruptcy schedules, and in Schedule B listed an interest in the following insurance policies:



Insurance Company/Policy Number  Bendficiary Market Vaue

Mass Mutua #11537541 Phil Hodes Trust $28,567 (Mr. Hodes)
CML # 4518827 Phil Hodes Trust $20,958 (Mr. Hodes)
CML # 6106446 Phil Hodes Trust None (jointly owned)
Hartford # uf0905613 Phil Hodes Trust $39,095 (Mr. Hodes)

The only policy that Creditors now object to being exempted is Mass Mutud Policy # 11537541, This
is a whole life policy with an annua premium of $3,569, a basic face amount of $100,000, and a
$29,646.13 cash value, as of June 9, 1998.

On December 18, 1997, approximately one month after the judgment was rendered againgt him,
Debtor Phil Hodes completed, sgned and dated a new Life Insurance Application. The Court’scopy of
Exhibit 17, whichcontains the Life Insurance Application, appearsto reflect that either Hodes, or someone
working on his behdf, checked two boxes at the top of the Application. One box says“New Policy as
Exchange of Term Insurance,” and the other box says “Converson of Term Insurance.” Mr. Hodes
checked the option for “whadle lifé’ in the face amount of $100,000, and has tetified that hein fact paid
$30,000 in mid-December 1997 to obtain this whole life insurance policy.

Inaddition, onpage 3 of the Life Insurance Application, next to block #22, it indicates the “Policy
Date’ is“12-15-97.” Further the Application alowed, as# 28 Dividend Option, the option of “paid-up
additions,” an option that had not been available in the origina term policy, according to the terms of the
Application. Thus, the policy being applied for in mid-December 1997 required a new gpplication, and
had provisons different from the origind policy. Ultimatdly, the Application resulted in a policy with a
different policy number than the origina policy being issued, and this portion of the policy wasawhadle life

policy, indead of aterm life policy.



Onpage 4 of the Application, ina section dedling with “Converson, Exchange and Option Data,”
it noted that it was term insurance policy numbered 6106446 that was being converted. In that same
sectionof the Application, the handwritten date “1-1-98" is entered following thewords. “Date of New
Policy.” On page5 of the Application, there is a section that indicates “ Complete the fallowing only if
Evidence of Insurability is Required.” Mr. Hodes completed this section.

Further, onpage 6 of the Application, Mr. Hodes certified, by Sgningthe Application, that he was
gving permission for the insurance company to investigate his insurability. Accordingly, dthough Mr.
Hodes tedtified that he did not have to take a physica or otherwise “qualify” for insurance in order to
convert the policy, the terms of the Application, itself, controvert this statement. In addition, Mr. Hodes
aso sgned the Application for the wholelife policy, and his Sgnature is underneath a caveat stating that
“Any policy issued as a result of a materid misstatement or omission of facts may be voided, and the
company’ s only obligation shal be to return premiums paid.” (Emphasis added)

Mr. Hodestestified that the policy inquestion had origindly been a $2 million Mass Mutud policy
(then known as Connecticut Mutua Life, or CML), which he had obtained in July, 1994. He further
testified that the purpose for his converson of a portion of the policy to cash vdue immediatdy after the
$4 million judgment was entered againgt him was S0 thet if helater could not pay the premiums, he would

be able to borrow againg the cash surrender vaue to pay future premiums and keep the policy in effect.

Finadly, Mr. Hodes produced anexhibit, entitled “ Schedule Page,” but with no company name or
logo, that Debtor’ s counsel argued was part of the policy in question. It indicates an “Issue Date” of July

12, 1994, and a Policy Date of December 12, 1997. The exhibit dso indicatesthat the Issue Dateis July
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12,1994 “for suicideand contestability,” and that the rider dateisDecember 12, 1997. However, asingle
page document that references the Massachusetts Mutud Life Insurance policy, by its correct number,
admitted as part of Exhibit 17, unequivocaly states thet the “I1ssue Date’ for this policy is December 12,
1997.
[11. ANALYSS

It iswdll-established that the exemption laws areto be construed liberdly infavor of exemptions.
Inre Mueller, 71 B.R. 165, 167 (D. Kan.1987). Moreover, it is recognized that “[w]hen interpreting
exemption datutes, the interpretation must further the spirit of such laws. Specificdly, the Court must be
‘guided by the generd principle that exemption statutes are to be liberaly construed so asto effect their
beneficent purposes.’” In re Lampe, 278 B.R. 205, 212 (10" Cir. B.A.P. 2002)(quoting Gregory V.
Zubrod (Inre Gregory), 245 B.R. 171, 173 (10" Cir. B.A.P. 2000)).

Moreover, once an exemption is clamed, the burden is onthe party objecting to the exemptionto
prove, by apreponderance of the evidence, that the exemption is not properly clamed. Inre Zink, 177
B.R. 713, 714 (Bankr. D. Kan.1995); Fed. R. Bankr. P. 4003(c), §522(b).? Initidly, this means that the
objecting party hasthe burden of productionand persuasion. |If the objecting party can produce evidence
to rebut the exemption, the burden then shifts back to the debtor to come forward with unequivocal
evidenceto demondtrate that the clamed exemption is proper. See Carter v. Anderson (In re Carter),
182 F.3d 1027, 1029 n. 3 (9" Cir. 1999)(cited in In re Gregory, 245 B.R. 171, 174 (10" Cir. B.A.P.

2000)).

2All statutory references are to the Bankruptcy Code, 11 U.S.C. § 101, et seq., unless
otherwise specified.



Furthermore, when interpreting Kansas satutes, Kansas law is controlling. See Dunivent v.
Bechtoldt (In re Bechtoldt), 210 B.R. 599, 601 (10th Cir. B.A.P. 1997) (interpreting \Wyoming
exemption statute). Additiondly, the interpretation of statutes must be informed by the policies that
structured them. I1d. See also In re Carbaugh, 278 B.R. 512, 522 (10" Cir. B.A.P. 2002).

In Kansas, debtors may exempt life insurance, with no dollar limitation, pursuant to K.S.A. 40-
414(a), which states:

If alifeinsurance company or fraterna benefit society issues any policy of insurance or beneficiary

certificates upon the life of an individua and payable at the death of the insured, or in any given

number of years, to any personor persons having an insurable interest in the life of the insured, the
policy and its reserves, or their present vaue, shdl inure to the sole and separate use and benefit
of the beneficiaries named in the policy and shdl be freefrom: (1) The clams of the insured or the
insured’s creditors and representatives; (2) the daims of any policyholder or the policyholder’s
creditorsand representatives, subject to the provisions of subsection (b); (3) all taxes, subject to
the provisons of subsection (d); and (4) the clams and judgments of the creditors and
representatives of any person named as beneficiary in the policy of insurance.

The ability to exempt such insurance, however, is limited to policiesissued within one year of

the bankruptcy filing. Specificaly, K.SAA. 40-414(b) Sates.

The nonforfeiture vaue of a life insurance policy shdl not be exempt from: (1) Claims of the

creditors of a policyholder who files a bankruptcy petition under 11 U.S.C. § 101 et seq. on or

within one year after the date the policy isissued; or (2) the claim of any creditor of apolicyholder
if executionon judgment for the claim isissued on or within one year after the date that the policy
isissued.

The 1988 Kansas L egidature diminated the prior statutory requirement that the policy have been
obtained by the debtor for the purpose of defrauding one or more of the debtor’ screditors. Thus, debtors
mugt purchaseinsurance policiesat least one year prior to filing bankruptcy for the cash vaue to be exempt

and protected from claims of creditors and the trustee.



Debtorsfirgargue, by footnote, that K.S.A. 40-414(b)(1) does not evenapply to them, Sncethear
bankruptcy began as an involuntary one, and thus they were not a policyholder who “files a bankruptcy
petition” under the statute. As Creditors properly point out, that argument is clearly without merit because
ultimately the Debtors consented to an Order for Rdlief being entered.

Debtors next argue that the “issue date” on the whole life policy wasthe date the term policy was
origindly issued in July, 1994, outside the one year period found in K.S.A. 40-414(b)(1). Such afinding
would makethe policy exempt. The Creditors, however, point out thet the policy in question gatesonits
face apolicy date of December 15, 1997, and the “ Date of New Policy” as January 1, 1998, not uly,
1994. Further, Exhibit 17 contains a document that clearly states the issue date is December 12, 1997.
The Court mugt, therefore, determine what the Kansas L egidature meant whenit used the term*“issued on
or within one year after the date that the policy isissued” in the context of a converted insurance policy.

Both the Bankruptcy Court and the United States Digtrict Court for the Digtrict of Kansas were
faced withasmilar fact pattern in the case of Peoples StateBank v. Sayler. Inthat case, the Bankruptcy
Court found that the debtor’ s conversion of aterm life insurance policy to awhole life policy congtituted
the issuance of anew policy. Peoples StateBank and Trust Co. v. Sayler (InreSayler), 68 B.R. 111,
117-18 (Bankr. D. Kan. 1986). The court also found that the new policies were taken out in order to

defraud the debtor’s creditors. Id. at 122.* The debtor apped ed the Bankruptcy Court’s findings to the

3Regardless of whether this policy was issued in December 1997 or January 1998, the result
would be the same for the Debtors; either date is within one year of the date the Order for Relief was
entered herein.

“Under Kansas law at the time of the Sayler case, K.S.A. 40-414(b)(1) required a showing
both that the policy was issued within one year of filing bankruptcy and that the policy was obtained by
the debtor for the purpose of defrauding one or more of the debtor’s creditors. Sayler, 68 B.R. at 118
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Didgtrict Court, whichaffirmed the Bankruptcy Court’ s holding that the conversion of the termlifeinsurance
policies to whale life policies in that case congtituted the issuance of new policies within the meaning of
K.SA. 40-414(b)(1). PeoplesStateBank & Trust Co. v. Sayler (Inre Sayler), 98 B.R. 536, 539 (D.
Kan. 1987). The Digtrict Court reversed and remanded the case soldly on the basis that the Bankruptcy
Court had employed an erroneous legd standard when deciding whether the policies were obtained with
the intent to defraud creditors. 1d. at 541.° Like in this case, the policies a issue in Sayler were term
policiesthat were converted to universd life policies within one year of bankruptcy. Both the Bankruptcy
and Digtrict Courts, rdyingonFisher v. Central Surety & Ins. Corp., 149 Kan. 38, 46 (1939), held that
theword “issue’ meant the date when theinsurance policy cameinto full effect and operation asabinding
obligation.

Debtorssuggest dl the Court need do to determine that this policy was acontinuationof anolder
palicy, and not a new one issued within one year of bankruptcy, isto look at the date on the face shet,
or “Schedule Page,” of the reissued policy. To determine whether a subsequent policy isarenewd or a
new, separate policy, however, requires more analyss. A mgjor factor insuch determinationisthe degree

to which the policies differ and the surrounding circumstances for the issuance of the second policy.

n.7. Section 40-414(b)(1) was amended in 1988 to remove the fraud requirement and now requires
only ashowing that the policy was issued within one year of filing bankruptcy. See K.S.A. 40-
414(b)(1) (2000).

°0On remand, the Bankruptcy Court applied the standard for fraud dictated by the Digtrict Court
and again found that the debtor’ s actions were fraudulent within the meaning of K.SA. 40-414(b)(2).
See Peoples Sate Bank and Trust Co. v. Sayler (Inre Sayler), 100 B.R. 57, 63 (Bankr. D. Kan.
1988). This holding was affirmed by the Digtrict Court and the policies were held to be non-exempt.
See Peoples Sate Bank and Trust Co. v. Sayler (Inre Sayler), 98 B.R. 542, 548 (D. Kan. 1989).
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The Kansas Court of Appedls, in Sonderegger v. United InvestorsLifelns. Co., 16 Kan. App.
2d 764, 771 (1992), for example, held that additiona coverage provided by a subgtituted policy issued
after the insured filled out an application converting the origind policy was, in fact, anew policy, and not
onejust continuing coverage. The decisonwasrelevant in that case because the finding that it was anew
policy caused the two year suicide exclusion to re-commence upon issuance of the “new” palicy.

The Court finds numerous indida that the policy in question was “issued” within one year of
bankruptcy, as that termis used in K.S.A. 40-414(b)(1). First, Debtor Phil Hodes was required to
complete and dgn, under pendty of voiding the policy, a new application for the whole life policy, as
opposed to merdy asking the insurer to use the prior gpplication for the conversion. Second, the policy
number for the whole life policy changed after conversion, indicating that the insurance company trested
it as a separate, diginct and new policy onitsrecords. Third, the Application required Hodes to give a
medical release to alow the insurance company to determine hisinsurability for the policy, and he gave that
medicd release. Fourth, the Application, itsdf, referred to thispolicy asa“new” palicy. Fifth, the second
to last page of Exhibit 17, which contained the Applicationaswdl asafew other related pagesreferencing
this new policy with its new number, cash value, etc., specifically noted its “issue date’—the same words
used by the Legidature in the amendments to K.S.A. 40-414(b)(1), as December 12, 1997. Sixth,
according to the Application, the new whoale life policy would alow “paid-up additions,” which was a
change from the prior term policy. Fndly, by definition, whole life insuranceis by its nature different from
terminsurance, and a portionof the prior policy was, infact, converted to awhale life policy upon payment

of $30,000 within the statutorily prohibited time period.



The Tenth Circuit had an opportunity to consider agmilarissue in Binkley v. ManufacturersLife
Ins. Co., 471 F.2d 889, 891 (10th Cir. 1973). Inthat case, after amedica examination, theinsurer issued
a new individua policy containing a tota disability waiver benefit provison and a double indemnity
accidenta death provision, for aface amount increased from $12,000 to $15,000. The court concluded
that the new policy was not a continuation of the old policy because the terms of the new policy were not
“in grict accord” with the provisons of the group policy, but differed therefrom in substantid particulars.
|d. at 893.

Similarly, this Court finds thet the policy in question isnot “in grict accord” with the prior policy,
and thus is not exempt under K.S.A. 40-414(b)(1). Further, it seems clear that the Kansas Legidature,
in amending the life insurance exemption to include essentidly a presumption of fraud if adebtor triesto
exempt the cash vaue of insurance obtained within one year of bankruptcy, intended to legidatively
overrulethe origina Peoples StateBank & Trust Co. v. Sayler Didrict Court decision, which remanded
for certain additiond evidence of fraud. See Exemption Laws in Kansas. Recent Amendments and
Bankruptcy Estate Planning, 38 Kansas Law Review 143,154 n.98 (1989) (concluding that the May 6,
1988 amendments to K.SA. 40-414 were* goparently adirect responseto Peoples State Bank & Trust
Co.v. Sayler”). The Legidature, by removing the requirement to prove fraud, madeit clear that it did not
intend to exempt insurance obtained within one year of bankruptcy, regardless of the debtor’ s motive.

Mr. Hodes testified in a deposition, which was admitted into evidence by sipulation, that his
decisionto place $30,000 in awhole life insurance policy immediately before bankruptcy, a atime when
he admitted, in his bankruptcy Schedule B-Persona Property, that he aready had $60,053 in whole life

policies, and upwards of $2 million in term insurance, and a a time when his creditors were seeking
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repayment of asignificant monetary judgment, was so that he would be sure he had the ability to pay the
premiums in future years.® Regardiess of his motive, the Kansas Legidature, in amending K.SA. 40-
414(b)(1) in 1988, has made it abundantly clear it will no longer dlow debtors to exempt such policies.

V. CONCLUSION

The Court finds that Mass Mutud issued the Debtors a new policy, Mass Mutua Policy No.
11537541, on December 12, 1997, which was within one year of the filing of the bankruptcy petition in
thiscase. Therefore, the Creditors Objectionto Debtors Exemptions, asit relatesto that policy, with a
cash value of $29,646.13 as of June 9, 1998, is sustained.

ITIS, THEREFORE, BY THISCOURT ORDERED that the present nonforfeiture, or cash,
vaue of Mass Mutua Policy No. 11537541 should be turned over to the trustee herein for didribution.
This Memorandum shdl condtitute findings of fact and conclusions of law under Rule 7052 of the Federd
Rulesof Bankruptcy Procedure and Rule 52(a) of the Federal Rulesof Civil Procedure. A judgment based
on this ruling will be entered on a separate document as required by Rule 9021 of the Federd Rules of
Bankruptcy Procedure and Rule 58 of the Federa Rules of Civil Procedure.

IT 1S SO ORDERED this 17" day of April, 2003.

%To that end, Mr. Hodes testimony on thisissue partly contradicted the contents of the
insurance application he completed December 18, 1997, wherein he indicated that he had a $2 million
Connecticut Mutua Life (CML) policy, a$194,334 CML policy, and a $70,580 Hartford Policy. As
asde matter, this Court would generaly assume most 58 year old men with no dependents would find
ownership of over $2.25 million in insurance adequate, if merely maintaining adequate insurance was
the true motive for this converson of cash to insurance. Since a debtor’s mative in obtaining cash vaue
insurance within ayear of bankruptcy is no longer relevant under gpplicable state law, however, the
Court makes no finding about Debtor’s motive in partly converting a portion of this insurance policy to
one with a cash vaue on the eve of bankruptcy.
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Janice Miller Karlin
United States Bankruptcy Judge

CERTIFICATE OF SERVICE

Theundersigned certifiesthat copies of the M emorandum and Or der wasdepositedinthe United
States mail, postage prepaid on this day of April, 2003, to the following:

CynthiaF. Grimes

Grimes & Reben, L.C.

15301 West 87th St. Pkwy.-Ste. 200
Lenexa, KS 66219

Mark S. Carder

Sinson Mag & Fizzdl
1201 Walnut, Ste. 2700
Kansas City, MO 64106

Eric C. Rgda

Trustee11900 College Blvd.

Ste. 341

Overland Park, KS 66210-3939

DEBRA C. GOODRICH

Judicial Assgtant to:

THE HONORABLE JANICE MILLER KARLIN
BANKRUPTCY JUDGE
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